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SUBJECT: Gain From Sal e of Principal Residence Exclusion

SUMVARY

Under the Personal |Incone Tax Law (PITL), this bill would exclude from gross
i ncome any income fromthe cancellation of secured indebtedness in the case of
the sale of a taxpayer's principal residence.

EFFECTI VE DATE

This bill would be effective for taxable years beginning on or after January 1,
1998.

LEG SLATI VE HI STORY

SB 569 (1997)

SPECI FI C FI NDI NGS

For federal and state tax purposes, gross inconme generally includes inconme from
what ever source derived, including gains fromdealings in property. Gin in
connection with the sale or exchange of property is the excess of the anpunt
realized on the sale or exchange over the adjusted basis of the property. The
anount realized fromthe sale or disposition of property is equal to the total of
any noney received plus the fair market value (FMV) of other property received.

A transfer of property by way of foreclosure or a deed in lieu of foreclosure is
treated as a sale or exchange for incone tax purposes. The anount realized in
connection with the transfer of property by foreclosure or by a deed in |lieu of
forecl osure depends on the FMV of the property and whet her the debt on the
property is a recourse debt or anonrecourse debt. A recourse debt is a debt for
whi ch the borrower is personally |iable; anonrecourse debt is a debt where the
borrower is not personally I|iable.
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In any sal e or exchange of property subject tononrecourse indebtedness
(including a foreclosure sale or a transfer by deed in |lieu of foreclosure), the
amount realized includes the face anmount of thenonrecourse indebtedness.

Consequently, the borrower will recognize gain to the extent the anmount realized
(including the full anpunt of the nonrecourse indebtedness) exceeds the adjusted
basis of the property. The FMW/ of the property is irrelevant. 1In addition, the
borrower will recognize no inconme from di scharge of indebtedness.

In a sale or transfer of property subject to recourse indebtedness to a creditor
(including a foreclosure sale or transfer by deed in lieu of foreclosure), the
transaction is bifurcated into two transactions: 1) a sale or exchange of the
property for its FMV; and 2) to the extent the FMW of the property is less than
t he out standi ng recourse indebtedness, either a continuing obligation to pay or
i ncome fromthe di scharge of indebtedness.

I ndebt edness that appears on its face to be recourse may be treated as

nonr ecour se because of some provision of law Current state |lawregarding real
property prohibits a deficiency judgnment in connection with indebtedness that was
incurred to purchase a one-to—+four-fanmly residential property that is actually
owner - occupi ed. Consequently, purchase noney financing on one-to-four-famly
residential property that is owner-occupied isnonrecourse indebtedness,
notw t hstandi ng the owner-occupant's apparent liability for the indebtedness.

Current state lawregarding real property also prohibits a deficiency judgment on
sell er-carried purchase noney financing that is secured by an interest in the
property sold. As a result, seller-carried indebtedness on any real property is
nonr ecour se.

For federal and state tax purposes gross incone generally includes income from
what ever source derived, including incone fromdischarge of indebtedness.

Current federal and state | aws provide that gross incone does not include incone
that woul d be includible by reason of discharge of indebtedness if, anong ot her
reasons, the discharge occurs in bankruptcy or the discharge occurs when the
taxpayer is insolvent. Any exclusion fromgross income requires a reduction in
certain tax attributes of the taxpayer (such as net operating |osses, certain tax
credits, loss carryovers, basis reduction, etc.).

Under current federal law, to which state | aw conforns, a taxpayer generally may
excl ude up to $250, 000 ($500,000 if married filing a joint return) of gain
realized on the sale or exchange of a principal residence. The exclusion is

al l owed each tine a taxpayer selling a principal residence nmeets certain
eligibility requirenents, but generally no nore frequently than once every two
years. Gain attributable to depreciation allowable with respect to the rental or
busi ness use of a principal residence after May 6, 1997, is not excludable. To
be eligible for the exclusion, a taxpayer nust have owned the residence and
occupied it as a principal residence for a curul ative period of two years during
the five years prior to the sale or exchange.

This bill would exclude fromgross incone any incone fromthe cancellation of
secured i ndebt edness where a taxpayer's principal residence in this state is sold
to a person holding a security interest in the residence.
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As i ndi cated above, cancell ation of indebtedness income in connection with the
sale of real property to the holder of a security interest in that real property
only occurs when the indebtedness is considered recourse indebtedness.
Consequently, the exclusion provided by the bill would be limted to income from
the cancell ation of indebtedness secured by an interest in a principal residence
that was incurred for purposes other than to purchase an owner-occupi ed
one-to-four residential property or fromsonmeone other than the seller of the
resi dence.

Current federal and state | aws provide an exclusion fromgross incone for

di scharge of indebtedness income that occurs in bankruptcy or when the taxpayer
is insolvent. Therefore, the exclusion provided in this bill would be applicable
in circunmstances of discharge of indebtedness other than di scharges in bankruptcy
or di scharges when the taxpayer is insolvent.

This bill defines “security interest” as an interest in a property created or
established for the purpose of securing a | oan or obligation, including
nor t gages, deeds of trust, liens, conditional sales, installnment sales, or other

transacti ons.

This bill defines “principal residence” as having the sanme neaning as used in
the now repeal ed Internal Revenue Code (I RC) section 1034, which generally neant
property owned by a taxpayer and used as the taxpayer's principal residence.

Pol i cy Consi deration

This bill would create a difference between the federal and state treatnents
of discharges of indebtedness, requiring an additional adjustnment and addi ng
addi tional conplexity to the preparation of a California tax return.

| npl erent ati on Consi derations

The department has identified the follow ng inplenentation concerns.
Department staff is available to work with the author’s office to resolve
t hese and ot her concerns that may be identified.

State | aw has conforned to the new federal |aw on exclusion fromgain
fromthe sale of a principal residence, including the definition of a
“principal residence” as property owned by a taxpayer that was used as a
princi pal residence for a two-year period during the five-year period
preceding the sale of the property. The author may wi sh to change the
reference to refer to current |aw

The author’s office indicated the purpose of this bill is to allow a

t axpayer selling a principal residence to a third party for less than the
out st andi ng i ndebt edness (a short sale) to exclude fromincone the
anounts realized fromthe di scharge of indebtedness resulting fromthe
sale. However, this bill does not include sales of principal residences
to persons without a security interest and, consequently, would not

i nclude short sal es.
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This bill does not specify the treatnent of a sale between rel ated
parties or for m xed use property.

FI SCAL | MPACT

Departnental Costs

Wth the inplenmentati on considerations unresolved, it is difficult to
determ ne the departnent’s costs.

Tax Revenue Esti mate

Due to the conplexities and inconsistencies noted below, it is not possible
to quantify the inpact of this bill. Revenue |osses would be determ ned by
(1) the nunber of qualifying transactions, (2) the ampunt of cancel ed debt
ot herwi se included in gross income, and (3) the marginal tax rate of the
taxpayers with these transactions. Neither taxpayers nor courts have
treated qualifying transacti ons consistently. Data targeting qualifying
transactions are not known to exist. |In any given year, changing rea
estate market conditions and other econom c conditions would influence the
magni t ude of potential | osses.

The bill would be effective with sales occurring after Decenber 31, 1997,
w th enactnent assuned after June 30, 1998.

Tax Revenue Di scussi on

A qualifying transaction occurs when (1) a discharge of indebtedness occurs
in connection with the transfer of a taxpayer’'s principal residence, (2) the
residence is transferred to soneone holding a security interest, (3) the
recourse debt is formally discharged, and (4) the taxpayer is neither
bankrupt nor insolvent. The excess of the obligation amount over the val ue
of the principal residence transferred is the ampunt subject to the proposed
exclusion under this bill.

The following two exanples illustrate the revenue inplications of qualifying
transacti ons:

A principal residence worth $70,000 with an adjusted basis to the

t axpayer of $70,000, is transferred in satisfaction of a $100, 000
nortgage that is recourse. No gain is realized upon disposition of the
resi dence because the value received in the transfer equals the basis.
However, assumi ng the taxpayer has been di scharged from $30, 000 of debt
wi t hout paynent, debt discharge incone of $30,000 woul d be recogni zed
under current |aw and excluded under this bill

A principal residence worth $90, 000, with an adjusted basis to the

t axpayer of $70,000, is transferred in satisfaction of a $100, 000
nortgage that is recourse. Again, the debt discharge is separated from
the capital gain or loss. The taxpayer woul d recogni ze $10, 000 of debt
di scharge i ncome (excess of $100, 000 nortgage over val ue of residence
given in paynment) under current |aw and excluded under this bill. Al so,



Senate Bill 1499 (Lewis and Schiff, et al.)
I ntroduced February 5, 1998
Page 5

the taxpayer realizes $20,000 of capital gain (excess of $90,000 val ue
recei ved on di sposition of the residence |ess $70, 000 basis).

In the case of nonrecourse i ndebtedness, a sale to the lender is treated as
sal e of property for the face anmobunt of the debt and any additional nobney
and property received by the seller. This approach results in $30, 000 of
capital gain and no debt discharge inconme in both exanpl es above.

In these exanples, any realized capital gain on the sale of a principa

resi dence may be excluded fromincone under current law if the ownership and
use tests are net and the taxpayer is not ineligible for exclusion by virtue
of a sale or exchange of a principal residence within the |ast two years.

BOARD POSI TI ON

Pendi ng.



